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Abstract

We prove that the Heston volatility is Malliavin differentiable under the classical Novikov
condition and give an explicit expression for the derivative. This result guarantees the
applicability of Malliavin calculus in the framework of the Heston stochastic volatility
model. Furthermore, we derive conditions on the parameters which assure the existence
of the second Malliavin derivative of the Heston volatility. This allows us to apply recent
results of Alos (2006) in order to derive approximate option pricing formulae in the
context of the Heston model. Numerical results are given.
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1. Introduction

In recent years Malliavin calculus has appeared as a major tool in both theoretical and
computational mathematical finance. This fact is documented by the large number of published
articles in this area. The assumptions on the possibly multidimensional diffusion process X;,
which determines the factors of the model, in general require as a minimal condition that the
coefficient functions 8 and ¢ in

dXt = ,B(Xt, t) dr + U(Xt, t) dW[,

where W, denotes a standard Brownian motion, are continuously differentiable and satisfy
a global Lipschitz condition. These assumptions work fine with the standard Black—Scholes
model or the more general models based on linear stochastic differential equations (SDEs).
Problems occur, however, when one uses more advanced models, like the Heston stochastic
volatility model. In this model the stock price is given by the equation

ds; = S,(bdt + J/v; dBy), (1.1)

where b denotes areal constant and B; denotes a Brownian motion, but in contrast to the standard
Black—Scholes model, the volatility v; is itself a diffusion process satisfying the stochastic
differential equation

dv, = k(0 — vy) dt + vi/v, AW, (1.2)
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where W, denotes a possibly correlated second Brownian motion and «, 8, and v are positive
constants. Obviously, the coefficient functions of this model do not satisfy the standard
assumptions. The square root function is neither differentiable at 0 nor globally Lipschitz.
In this article we present a direct proof of the Malliavin differentiability of the Heston volatility
and its square root and give explicit expressions for their derivatives. Furthermore, we discuss
the existence of the second Malliavin derivative and derive conditions on the parameters «, 6,
and v which guarantee its existence. Recently, in [1] Malliavin calculus techniques have been
applied in order to obtain an extension of the classical Hull and White formula (see [9]) for
the case of correlated stock and volatility. In order to apply the results to the Heston model,
Malliavin differentiability as well as certain integrability conditions of the Malliavin derivative
of the Heston volatility have to be verified. Our application includes an adaptation of the results
of [1] to the case of the Heston volatility, a derivation of a new approximative option pricing
formula for the Heston model, and a precise analysis of the accuracy of this approximation.

The structure of the article is as follows. In Section 2 we give an explicit approximating
sequence for the Heston volatility, while in Section 3 we provide some preliminaries on
Malliavin calculus. We study the Malliavin differentiability of the Heston volatility in Section 4
and present our two main theoretical results. In Section 5 we include our application followed
by numerical results in Section 6. The main conclusions are summarized in Section 7.

2. The Heston volatility model and an approximating sequence

As mentioned in the introduction, the Heston stochastic volatility model consists of a money
market account which we do not specify at the moment, a stock S;, and the volatility process
vy with dynamics specified in (1.1) and (1.2), where it is assumed that «, €, and v are positive
constants; see [8]. In the following we consider one fixed probability space (€2, §,P) on
which there is defined a Brownian motion (W;) that is filtered by the augmented and completed
Brownian filtration which we denote with (4;). We also fix an interval [0, T]. A standard
assumption when using the Heston model is that 2«6 > v2. This is often called Novikov’s
condition. Given that vg > 0, this condition guarantees that the volatility process is always
positive, i.e. P({v; > Oforallr > 0}) = 1. We assume that vg > 0 and that Novikov’s
condition holds. It is then possible to consider the square root process o; := ,/v;. It follows
from the It6 formula that this process satisfies

k0 v\ 1 « v
doy = (5 =5 )= — 500 )de + 5 dWs. 2.1

We note that Novikov’s condition implies, in particular, that the factor (k6 /2 — v?/8) appearing
in the drift term of o; is positive. This will play a significant role later. It is not a priori
clear that the SDE (2.1) admits a unique strong solution, but the Yamada—Watanabe lemma
[11, Chapter 5, Proposition 2.18] obviously implies uniqueness of the solution of the SDE
(1.2). For any solution o; of the SDE (2.1), by applying the It formula we find that 0,2 isa
solution of the SDE (1.2). As the latter one is unique, we conclude uniqueness of the solution
for the SDE (2.1) up to a sign. However, if o; solves (2.1), it is obvious that —o; does not and,
therefore, we find uniqueness of the solution of the SDE (2.1). In order to show in Section 4
that o, is Malliavin differentiable we will now define an approximating sequence. Let ¢ > 0,
and let ®,(x) be a continuously differentiable function satisfying ®,(x) = 1 if x > 2¢ and
O.(x) =0if x < ¢, while ®.(x) < 1 for all x € R. We note that in this case the derivative
D, (x) = 0if x < £ or x > 2¢. Furthermore, we define the function A, (x) = ®.(x)(1/x)
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with A;(0) = 0. The function A,(x) is bounded and continuously differentiable satisfying
AL(x) = ®L(x)(1/x) — De(x)(1/x2). In particular, AL (x) = —1/x?if x > 2e and AL(x) =0
if x < e. Let us now define our approximations o, as the solutions of the SDEs

0 2
dof = ((% _ %)Ag(af) - %of) dr + gdW,, 2.2)

with 0§ = o forall & > 0.
Proposition 2.1. For each t € [0, T}, the sequence o converges to o; in L*(2).

Proof. We use the dominated convergence theorem in order to obtain this result. Let us first
prove that o converges to o, pointwise. This follows from a standard localization argument.
For each ¢ > 0, define a stopping time 7, via 7. (w) := inf{t | oy (w) < &}. Letting ¢ go to 0,
the sequence of (7.) defines an increasing sequence of stopping times, and it follows from the
strict positivity of o that lim,_, ¢ . = oo almost surely (a.s.). Denoting by o™ the process
obtained from o by stopping at 7., it then follows, from the choice of the function A, (x), (2.1),
and (2.2), that U,TZS = o/ forallt < 7°. Now, for fixed ¢ € [0, T'], letting £ go to 0, we obtain
limg_,00f = limg—0 afzs = o7 a.s. Letus now prove that, foreach ¢ € [0, T'], o/ converges to
o, in L2(§2). For this, let us consider the Ornstein—Uhlenbeck process u; satisfying ug = og and

K Vv
du, = —Eu, dt + EdW[

We show thatu, < o/ < o; foreacht € [0, T] a.s. The first inequality follows directly from the
Yamada—Watanabe comparison lemma. To prove the second inequality, this lemma cannot be
applied directly as the drift term in the SDE for oy is not continuous. Since we know, however,
that under our assumptions on the coefficients o; > 0 a.s., the second inequality would indeed
follow from (0)? < o2. In fact, applying Itd’s formula to v¢ = (o)? gives

2 2
dvf = ((KQ — %)/v_fAe(\/vf) — kv + v_) dr + vy/v; dW;,

4

while v; = atz satisfies (1.2). For both v7 and v;, the condition on the diffusion coefficient
in[11, Chapter 5, Proposition 2.18] can be verified easily by choosing the function /1 (x) = v./x.
Obviously, the drift term in (1.2) is globally Lipschitz. In addition, it is not hard to verify that
the drift term corresponding to vy is globally Lipschitz. Therefore, we can conclude the second
inequality from

2 2
(K@ — Z)ﬁAe(ﬁ) —Kkx + T < k(6 —x),

2
= KOWIAD) — 1) < %(ﬁ&(ﬁ) —1),

[\S]

v

— KO > —,
4

the latter being true owing to Novikov’s condition. For the last equivalence, we used the

inequality 0 < /xA((/x) < 1. Now it follows from u;, < of < oy that |67| < |u| + |o¢|.

Since, obviously, u; and o; belong to L%(S2), the dominated convergence theorem implies the

desired convergence.
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3. A short review of Malliavin calculus

Let us review some of the basic features of Malliavin calculus. A standard reference for
this is [12]. Let us consider the set 4 of cylindrical functionals F: Q — R, given by F =

fWy, ..., W), where f e C° (Rl ) is a smooth function with bounded derivatives of all
orders and W, denotes a Brownian motion on 2. We define the Malliavin derivative operator
on 4 via

[
9
DF =Y a_)];(w" (@), .., Wiy (@) 1j0,1,1(5).

i=1

This operator and the iterated operators D" are closable and unbounded from L”(2) into

LP(Q2x [0, T]") forall n > 1. Their respective domains are denoted by D" and are obtained
as the closure of 4 with respect to the norms defined by

n
IR p = IFI oy + 2 ID*FIT o010
k=1

The adjoint of the Malliavin derivative operator D: Dt2 — L2(Q x [0, T]) is called the
Skorohod integral and denoted by §. This operator has the property that its domain contains
the class Lz (2 x [0, T']) of square integrable adapted stochastic processes and its restriction to
this class coincides with the Itd integral. We will make use of the notation §(u) = fOT u; dWy,
and recall that L2 := L2([0, T], D’*?) is included in the domain of 8 for all n > 1. For more
details, we refer the reader to [12, Chapter 1]. Later, we will use the following anticipative Itd
formula; see [2].

Proposition 3.1. Let us consider the processes X; = Xo + f(; ug dWy + f(; v ds, where X is
Fo-measurable and u, v € Lg([O, T] x Q). Furthermore, consider a process Z; = ftT O ds
for some 0 € LY2. Let F: R? — R be a twice continuously differentiable function for which
there exists a positive constant C such that, for allt € [0, T), F and its derivatives evaluated
in (t, X¢, Z;) are bounded by C. Then it follows that

t t

oF oF
a_(sa X5, Zg)ds + — (s, Xy, Zy) dX;
s 0 0x

taF t aZF T
+/ — (s, Xs»Zs)dZs+/ (s, X, Zs)(/ Ds‘grdr>usds
0 0z 0 0x0z s

1 [13°F )
+§ A W(S, XS,ZS)MSdS.

F(t’XhZI) = F(O’ XOa ZO)+/
0

4. Malliavin differentiability of the Heston volatility

In this section we will show that both the Heston volatility, v;, as well as its square root o;
belong to D!-2. We will also derive conditions under which the second Malliavin derivative of
the Heston volatility exists.

Lemma 4.1. We have o} € D2 and, forr <t,
e VU s k6 v\, .,
DrO’t ZECXP : —§+ 7—§ AS(O'S) ds ).
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Proof. Follows directly from [6, Theorem 2.1].
We are now ready to prove the following result.

Proposition 4.1. Assuming that 26 > v2, we have o € DV2 and, forr <t,

D v /" K k6 v\ 1 d
oy = —ex — = === )=} ds ).
=R\ U272 TSz

Proof. We know from Proposition 2.1 that, for each ¢ € [0, T'], the sequence o/ converges
to o; in L%(£2). Since this convergence is also pointwise, we conclude, by using the properties
of the function A, (x), that

eV ok k0 v\ o, .
DrU; =§exp ; —5— 7—§ AE(Ut) ds

converges pointwise to

v ok k6 w2\ 1
G::—exp/ —— === )= )ds].
2 , 2 2 8 ) o}

It follows from Novikov’s condition that the exponent in D,.¢/ is negative for all choices of ¢
and, therefore, |D,of| < v/2 for all e. From the bounded convergence theorem we conclude
that D,of converges to G in L?(2). Finally, Lemma 1.2.3 of [12] implies that o; € D!2
and D,o; = G.

Corollary 4.1. We have |D,o;| < (v/2) exp(—(k/2)(t — r)) and o, € 12,
Proof. Follows directly from Proposition 4.1.

Corollary 4.2. We have v; € L2 and, forr < 1,

ok k6 v\ 1
D,v, =vex [ (———(———)—)ds)dv.
rv p( 27 \2 " %)y, '

Proof. For fixed ¢t € [0, T], we have v, € LZ(Q) and

s k0 v\ 1 5
oo [(5-(5-5)y)e)veere

follows again from the boundedness of the exponential. It then follows from Exercise 1.2.13
of [12] that v, € D2, Asin Corollary 4.1, we conclude, from the explicit expression, that v, €
L2,

Let us now discuss the existence of the second Malliavin derivative of the Heston volatility.
As indicated before, in order to guarantee the existence of the second Malliavin derivative we
have to strengthen the conditions on the coefficients slightly. Lemma 4.2, below, will be used
in the proofs of Proposition 4.2 and Proposition 5.2, below.

Lemma4.2. Let n > 2 and § := 4k0/v?> > n, and letting L(t) = (v /4k)(1 — e ) there
exists a positive constant C (n) such that, for allt € [0, T},

5
El —| < — .
o' | 7 L) \ oo
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Proof. From the proof of Lemma A.1 of [5] we deduce that
E L] 1 /1 W2N(] 2RO 2 o _GOe_kt“ du
of! 2027 (n/2)L ()2 ) 2L(t)
2—1
_ 1 /1 Mn/Zfl(l . u)2k0/v27H/27] e_kt "/
2021 (n/2)L(t) Jo oou
ooe ki \1 ooe ¥y
X exp| — du
L(t) 2L(1)
Then, using the fact that y"/ 2-le=Y < C(n) for some positive constant C(n) and any y > O,
we can write

E L < L e_kt n/21/1(1 _u)2k9/v2,n/27ldu
ol | = 22T (2L \ o0 A
- C(I’l) (i)ﬂ/Z—l
~— L(t) \ op ’

which completes the proof.

Proposition 4.2. Assume that 4«6 > 3v?, then o; € D> with

o =—|—=———=)exp —— = |—=——-——==)—=)ds
TRET 2 08 e\ 2 2 8 )a2
! Sk (k6 v\ 1 1
X / exp / (D) D ) du) = ds
T™Vvr T™vr 2 2 8 Uuz o}

for t < t and 0 otherwise. Furthermore, if 2k0 > 3v2, we have o; € L%2 and

E|D.D,o:|*> < C(n, 00, T)v*(t —r)(Int —Inr),
where C(n, oy, T) is a constant depending on n, oy, and T but not on t, T, or v.

Proof. Without loss of generality, we assume that T > r and formally obtain
DD . e /t K k6 v\ 1 d
o1 = Dr—ex ———|—=—-——=]—]ds
T UrOy ™ p : ) 3 3 )
ok k6 v\ 1 d kO V2 1
— | =—-—=)=]d = - —2)—D.ogd
exp(/r( 2 (2 8)@2) s)f( (2 8>>( P
v2 (k6 V2 /’ k ko w2\ 1
=——=———)exp — === )= )ds
2\ 2 8 ’ 2 2 8

2
Oy

! SC ko (ko v\ 1 1

u s

| <

Here we used the facts that D;oy = Ofort > rands € [r, 7). We will show that if 4«6 > 32,
this expression is contained in L!(£2). This guarantees the existence of the second Malliavin
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derivative and, furthermore, guarantees that the expression just derived is in fact the second
Malliavin derivative. In order to do this, note that, forr < t and s < ¢,

ok k6 v\ 1 Sk k6 v\ 1
exp —— == —= )= )ds ) <exp — === )= )du),
r 2 2 8 o2 . 2 2 8 o2
already follows from 2«6 > v2. This implies that

t
|D:Dyoy| < C/ exp
T

t K6 l)2 K 1
SC/ exp<—2(7—§>f p u);ds,
T T u N

where

As in the proof of Proposition 4.1 and Corollary 4.1, it similarly follows that

0 v\ [*1
exp| —2 “w_r / — du
2 8)), o2

and, therefore, the first statement of Proposition 4.2 easily follows from Lemma 4.2 withn = 3.
The second statement can now be derived as follows. Applying the Cauchy—Schwarz inequality,
we obtain

517

0 "1
DD < -0 [ s
4 r O

and, therefore, using Lemma 4.2 with n = 6, taking into account the fact that L(¢) > xte "',
we obtain

t T
E|D.D,o;|* < (t—r)/ E[—J ds
T 05

0 2 t ks
<co—n [ @l
4oy : S

< C(n, o0, T)v2(t — r)(nt —Inr),
where C(n, 09, T) = C(n)(0/403)e T .

5. An approximate option pricing formula for the Heston model

Let us consider the Heston stochastic volatility model with correlation p, which consists of
a stock, a money market account with deterministic interest rate r, and the volatility process v;
satisfying (1.1) and (1.2), where we assume that dB; dW; = p dr with p € (—1, 1). Itis well
known that there exists a two-dimensional Brownian motion (Z;, W;) " on a filtered probability
space (2, (F;), P) satisfying the usual conditions that B; = pW; + /1 — p2Z,. It is helpful
in the following to think of the dynamic described by (1.1) and (1.2) as driven by (Z,, W;) T
rather than by (B;, W;)T. We also assume that the dynamic is satisfied under the risk neutral
measure chosen by the market and that this risk neutral measure is given by P. This implies
that b = r. In the following we work with the logarithmic price X; = In(S;) rather than with

https://doi.org/10.1239/aap/1208358890 Published online by Cambridge University Press


https://doi.org/10.1239/aap/1208358890

Malliavin differentiability of the Heston volatility 151

the actual price. The price of a contingent claim 42 (X7) at time ¢ can then be computed via
the formula V; = e "T =D E[h(XT) | %]. In the following we will consider the call payoff
function 2 (x) = (e* — K)4 for some fixed K, and denote with BS(z, x, o) the price at time
t of the corresponding contingent claim in the standard Black—Scholes model with constant
volatility o, given that the log price at time ¢ is x. Furthermore, we denote by

1 T
O = / o2ds
T - t t ’

the average Heston future volatility starting from time ¢, and denote by D the Malliavin
derivative operator with respect to the Brownian motion W. Proposition 5.1, below, is in
line with Theorem 3 of [1] and Theorem 3 of [3].

Proposition 5.1. Consider the Heston model, and assume that 2k > v2. Then

T
Vi = E[BS(t, X;, 9;) | 1]+ gE[/ e "V H(s, Xy, 05) Ay ds
t

3”,} (.1

where

33 82 T )
H(s,x,0) := <$ — m)BS(s,x,o) and Ag = (/s‘ D;o; dr)ax.

Proof. Follows from Proposition 4.1 in connection with Theorem 3 of [3].

It follows from the classical Hull and White formula (see [9]) that E[BS(z, X;, ¥;) | %]
is the price of the contingent claim in the Heston model without correlation. Proposition 5.1
therefore extends the classical Hull and White formula to the Heston model with correlation,
and gives interesting insight into how the correlation effects option prices. It states that this
correlation effect is explicitly given by the second summand in (5.1). This fact is very useful in
order to study price sensitivities with respect to p in the Heston stochastic volatility model or for
the purpose of calibration of the model. In the following we propose various approximations
for the correlation effect, which are computationally more accessible, and derive bounds for
the error of these approximations. For this, we consider maturities 7 — ¢ < 1 and assume that
002 < 1. From a financial point of view, both assumptions are reasonable, as market parameters
are all denoted on a yearly scale and maturity times of options are mostly less than one year,
while annual volatility is usually in the range of less than 10%.

Lemma 5.1. Assume that 2«0 > v2, then

([ )"

where C(0;) is a constant depending on the current level of volatility but not on t explicitly.

J"z]s C(Ut)’
(T —1)

Proof. Since we are in a Markovian framework, without loss of generality, we can assume
that + = 0 and we can replace all the conditional expectations by their unconditional counter-
parts. Using the identity

1

1 00
i _/ Maflefux du,
x¢ I'w) Jo
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while choosing x = fOT osz ds and @ = % we conclude that

T —1/2 1 00 T
2 _ ~1/2 _ 2
E[(/O o, ds) :| r1/2) /0 u E|:exp( u(/o o, ds>>i| du. (5.2)

Since the Heston volatility is in fact a time transformed and scaled squared Bessel process, we
can write

E[exp(—u (fOT ol ds>>} < E[exp(—u </OT e—K;nG—;(e“ - 1)) ds))}
oo [ )]

where 7 is a squared Bessel process of dimension § = 4k /v?.
It follows from the scaling property of Bessel processes, similarly as in [4, p. 377] or
Proposition 5.5.3 of [10], that, for every constant b and for every ¢ > 0,

b2 (! sn bx
E|:exp<—3</ n(a) d()l)):| = (cosh(br)) / exp(—; tanh(bt)).
0

By substitution, it follows that

4 [O/AOET=D
E[exp(—u(;/ n(a) dot))i|
0
—8/2
< <cosh<1(e"T — 1)@)) exp(—@%2 tanh(l(e"T - 1)@)).
2K v 2K

Using the latter together with (5.2), we conclude that

N | I Vo o -5/2
E[(/o % ds) }fm/m/o ‘ (C"Sh<ﬂ(e -V 2))

V2
X exp(——uao2 tanh(zi(e” - 1)«/2u)) du.
v K

Now by substitution of 7 := (v/2«)(e*T — 1)+/2u we obtain

T -1/2 C 0 o 1N/ 2ic -\ g
E|:</O afds) }5 T 1/0 (cosh(i)) 5/2exp<—mo§tanh(m)> drit,

where C| = 22k /v is a constant. It is not difficult to see that, since § > 2, the integral on
the right-hand side is finite and the last inequality can be written as

T —1/2 I
(o) Jerm
0 et —1

where I (0() denotes the value of the integral. Now we can use the fact that, for positive «, we
have (¢“7 — 1) > « T and obtain

T 127 oI( CiI
2 11 (00) 11(o0)  C(o0)
EI:(/(; % ds) ] = exT — 1 = «T T

where C(og) = C11(00p)/x.
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Proposition 5.2. Consider the Heston model, and assume that 20 > 3v2. Fort € [0, T],
there exists a constant C(o;) which does not depend on t, v, and p explicitly, such that

T
Vv, — E[Bsa, X 0) + §H(r, X, z%)(/ Ay ds) ’ %} < C(o)v?p*(T —1).
t

Proof. From Proposition 5.1, it follows that

T
Vv, - E[BS(r, X 90+ S X, ﬂ»(/ A, ds) ‘ 33]
t

o [T o T
— ‘E[—/ e "D H (s, Xy, 95) Ay ds — SH(X,, 19,)(/ Ay ds) ' JT,]
t t

Let us now consider the process (p/2)e """ H (¢, X;, ﬁ,)(ftT A, du). Obviously, this process
vanishes at + = T and it follows from Proposition 3.1, as in the proof of Proposition 7 of [1],

that
o [T P T
E[Ef e "D H (s, Xy, ) Ag ds — EH(Z,Xt,z%)(/ Ay du) ‘ 37,}
t t
,02 T T
=E|:§/ e_’(s_t)G(s,XS,ﬁs)</ A,dr)AS ds
t S
2 T T
OH
n p—/ 60 6 x,0y) / DA, dr \o,ds | 7
4 J; 0x s
=: A1+ Ay,
where
83 2
G(s, X5, 05) = <8? - Bx_Z)H(S’ X5, Us),

and A and A respectively correspond to the first and second summands above. Let §, denote
the o -algebra generated by the Brownian motion, W;, which drives the Heston volatility. Now
the proof will be decomposed into two steps.

Step 1. Letus study the A| term. From Lemma 2 of [3] we conclude that, for0 <t <s < T,
we have

o 32 P T ) —(n+1)/2
‘E[W<ﬁ — a)BS(S, XS, 193) ‘ 9,[] < C(O’[)ﬁ(/t (o dS) . (53)

Here C(oy) is a constant whose value depends on the current value of o;. Holder’s inequality
and the fact that D,oe2 = 20y D, oy allow us to write

T T T 2 T T
/(/ A,dr)Asds§</ afds> (/ (/ (Dr09)2d9>dr>. (5.4)
t s t t r
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Then, (5.3) and (5.4) yield

02 T -5/2 T -2
A §C—E[((f afds) +<f a?ds>
8 r t
T -3/2 T T
+ (/ 0‘3 ds) ) / (f A, dr)As ds
t t s
pz T -1/2 T 172
SC—E[(1+</ afds> +</ afds) >
8 t t
T/ T
([ wro)e) )
t r

and now, using the fact that (D, 09)? is bounded by v2, it follows that

T —1/2 T 1/2
Ay < CV2pX(T — t)2E|:<1 + (/ o? ds> + (/ afds> ) ‘ }‘,].
t t

Lemma 5.1 and the fact that E[ftT asz ds]l/2 is finite, as well as assuming that 7 — ¢t < 1, now
imply that A < C(o,)v2p*(T —1).
Step 2. Let us study the A, term. Again using Holder’s inequality, we can write

T T T T pT
/ <f D A, dr)as ds < (/ asz ds) f / (DrGa)2 da dr
t s t t Jr
T 32, oT s ¢T y pT 1/2
+ (/ o2 ds) (f (f (/ (DsDy0g)? da> dr> ds> )
t t N r

(5.5)

|

Then, using (5.3) and (5.5) in a similar way as in step 1, we obtain

;02 T —-1/2 T pT
A2§TE[<1+</ afds) )(// (Droa)zdadr> }'{|
,02 tT T T t '
+C(a,)IE[/ </ (/ (DSD,aaﬁda)dr)ds f,]
t s r

Now Proposition 4.1, Proposition 4.2, and our assumption that 7 — ¢ < 1 enable us to deduce
that A, < C(o)v2p%(T —1).

Remark 5.1. Let us briefly illustrate how the result in Proposition 5.2 should be interpreted
in a dynamic framework. As one can obviously see, the approximation is getting better with a
quadratic rate, as the factor v decreases. The situation is similar for p. As the constant C(oy),
however, depends implicitly on ¢ through o;, we cannot say that, as time to maturity decreases,
our approximation is getting better in general. In fact, a large change in the volatility during a
trading day may lead to the result that our approximation tomorrow is in fact worse than today.
This effect, however, is entirely caused by the random volatility. Putting aside this effect and
fixing the volatility artificially in time, the accuracy of the approximation then increases at least
linearly with decreasing time to maturity.
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Let us now consider the following approximation for the correlation effect:

0 T
EH(t,X,,ﬁt*)E[/ Ay ds
t

3’:], (5.6)

1 T
* T
O = T—t/, Elo?2 | #]ds.

Let us consider the following as an approximation of the option price:

where

T
BS(r, X, 9F) + %H(r,x,,ﬂ:)E[(/ A ds) 'z] .7)
t

Later, we will need Lemma 5.2, below, which is related to (5.3) but, for the specific case
considered here, gives a slightly better approximation.

Lemma 5.2. Let BS(¢, x, o) denote the Black—Scholes price in the log-stock price x. Then
there exists a constant such that, for all times to maturity T —t < 1, we have

2 2
‘(a— — i) BS(z, x, 0)

< Co 2T —1)732.
ax2  ox = Co )

Proof. Applying the chain rule of differential calculus with § = e*, we obtain

0
—BS(t, x,0) = N(dy)e",
0x

2

8—BS(t,)c, o) = (%(N(dl)) + N(d1)>ex = (

ax2

N'(dy)

ﬁ + N(d1)>e ,

where d; denotes the classical Black—Scholes parameter
x—InK + (r+02/2)(T —1)
oT —t
and N (-) is the standard normal distribution function. Therefore,

R N'(dy)
— — —)BS(t,x,0) = ————¢".
<8x2 8x> ¢ % 0) O\/T—l‘e

dy =

Furthermore, differentiation now shows that

2 9 ZBSt (D N'@)
(5 5) “x’“—(ﬁ‘a)(—aﬁﬁ)
_ N""(dy) N"(dy) )ex
T \e2(T =032 o (T-1)

The result then follows, since all the derivatives of the normal distribution function N (x) are
bounded and, furthermore, (T — #)3/2 dominates (T — ) for T —t < 1.

Proposition 5.3, below, represents an analytic result on the quality of approximation (5.7).
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Proposition 5.3. Assume that 2k6 > 3v2, and define 9, as before fort € [0, T]. Then there
exists a constant C (oy) which does not depend explicitly on t and v such that

|

T
V, — BS(t, X;; 97) — gH(t,X,,ﬁt*)E[(/ Ay ds) 'Jf,]
t

< C(o (T —1).

T
V, — BS(t, X;; 07) — %H(r, X, ﬂ;‘)E[(/ A, ds>
t

Proof. We can write

=

T
Vi — E[BS(I, X301 + gH(t, Xi, 19:)(/ As dS>
t

+ | E[BS(t, X3 9) | F11—BS(t, X3 9/

‘{E}

T
+ g‘E[(H(t, X, 9) — H(t, X, 19:‘))(/ A, ds) ‘ ft]
t

= B1 + By + Bs,

where Bj, B>, and B3 respectively correspond to the first, second, and third summands above.
We conclude from Proposition 5.2 that By < C (o/)v? ,02 (T —1), and we are left with expressions
B and B3. Let us study expression B; first. Note that

1 ! 1 !
v = M,—/ o2ds ), Y= — MT—f o2ds ),
T —t 0o T —1t 0o

where M; := fOT E[o? | #:1ds. Itis not difficult to verify the following:

T t
M, = / (02670 191 —e ¥ 6Dy ds + / o2 ds, (5.8)
t 0

T T
dM,; = / (kole ™ 6D dr + e do? — ke ™ ) ds = vo, (/ e 6D ds) dw,.
t t

Using the classical Itd formula and the relationship between the Greeks,

BBS( ) 1 92 9 BS( ) 5.9)
S, X,0 =-— - — S, X,0), .
do o(T =) ax2  ox

we deduce that

B, = E[BS(t, X;; %) | F:1—BS(t, Xi3 9/)

1 t
~efsxc [ (e [ o7as)) | 7]
1 t
—E|BS( 1, X;; M, — | oZds F
T —1t 0
2 T 82 8 2 1 t
:U—E/ — — — | BS|t, X;; | —— Mu—/aszds
8 . \ox2  ox T —t 0
T 2
X </ e k=W ds) o2 du 37,]
u
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‘We can now conclude from Lemma 5.2 that there exists a constant C > 0 such that

T 1 t -1 T 2
B, < UZE[/ C(T — t)_3/2< <Mu —/ ol ds)) (/ e KW ds) o2 du
‘ T —1t 0 u
T T —1 T 2
=CVvX(T - t)—1/2E[/ </ E[o? | }'u]ds> (/ e KW ds) o2 du z}
t t u

Now, using the fact that r < u, the definition of M/, and (5.8), we obtain

-1 T -1
(/ Elo? | F,1d > s(/ E[o] | F.1d )
t uT »
_ (/ (O_uZe—K(s—u) +6(1 — e—K(S—M))) dS)
u . B
=< au_z (/ g K~ ds)

as (1 — e”‘(s’“)) > 0 for all s > u. Back substitution gives

T T -1 T 2
B, < Cvz(T — t)_1/2E|:f ou_z(/ g K~ ds) (f e K- ds> 03 du
t u u
T pT
< VAT —t)_1/2/ / e 671 ds du
t u

< ST -,
K

d

3‘:[]

where we used the facts that 1 < u < s and 0 < e *6~% < 1. The last expression above
is bounded by (C/«k)v2(T —t) forall T —t < 1. Let us finally consider expression Bj.
Proposition 3.1 and (5.9) imply that

T
By = E[(H(r, Xo90) — H(t, X,. z?,*))(f A, ds) ‘ z}
t
v yare 9 1
:—E —_— H t,X[, - Uzds
2 . \ox2  Ox T—t
T T
X <Du/ Ay ds>0u</ e K~ ds) i|
u u
p2 Tra2 3\ 1
—E — —— | H(1, X, M, — 24d
egrl [ (o) (x5 (- [[2))
T T 2
X </ Asds)auz</ e"(s")ds) du }',i|
u u
T 1 t
+/ H(r, X;, (Mu —/ Gde))Audu.
t T—1 0

Now, arguments similar to those used for B, give us B3 < C (G V(T —1).

https://doi.org/10.1239/aap/1208358890 Published online by Cambridge University Press


https://doi.org/10.1239/aap/1208358890

158 E. ALOS AND C.-O. EWALD

Let us now make things more transparent by evaluating the expression

)

which determines the effect of correlation on option prices in the Heston model. We have to

evaluate .
9} and E[/ Agds TF,]
t

Since the framework is a Markovian one, we can assume, without loss of generality, that 7 = 0.
In this case we have to evaluate the quantities

1 T T
O = — E[o2]ds and E Agds |.
i=y(7) [ B ) ]

Let us start with the computation of 9;. It follows, from o, = ,/vs and the dynamics of
vy by taking expectations and solving the corresponding ordinary differential equation for the
expectation, that

1 T
SH( X1, ﬂ,*)E[/ Ay ds
t

E[02] = E[vs] = 6 + (vo — 6)e**.

From this, it follows that

(vo —O)(1 —e™*T)

1 (7 (vo—0) (T
952 == [ Elo?lds=6 —f S ds =6
¥9) T/o [og]ds + T A e s + T

Now consider the expression E[ fOT Ay ds]. By definition of Ay we have

T T T
E[/ A ds} = E[/ </ E[Dso? | E]dr)as ds]
0 0 K

Lemma 5.3. Assume that 260 > v2, then
E[Dyo} | F]=ve ™ "™ fu;.

Proof. Note that it follows, from Corollary 4.2 and the Clark—Ocone formula [12, Proposi-
tion 1.5.3], that

,
v =0} =E[o]] + / E[Dyo} | F1dW;.
0

On the other hand, consider the process defined by the stochastic integral equation
r
5 =0 4 (v — 0)e ™" + v/ e ¥ =9 /5 dw,.
0
Taking differentials of v, leads to

,
di, = —k ((vo —0)e " + v/ e"(’s)\/f)_des> dr 4+ vy/5, AW,
0

= k(0 — T)) + v/, dW,.

Therefore, we see that v, has the same differential as v, and since E[v,,] = E[v,], we have
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U, = v,. This leads to
r r
Ewﬂ+/’HDm%|%hma=EwA+v/’a““”Jﬁmm,
0 0

and since E[arz] = E[v,], Lemma 5.3 follows from the uniqueness of this representation.

By the definition of A and application of Lemma 5.3, we now obtain

T T T
E[/ Ay ds] =E[/ (/ E[Dyo? | fi«}]dr)as ds:|
0 0 s
T T
= vE[/ <f e k(=) dr)oS2 ds]
0 K
T T
= / ( / g =) dr) E[o?2]ds
0 s
T T
= v/ (/ g k=9 dr) O + (vg — H)e %) ds.
0 s

These integrals can be evaluated easily, and we obtain

T
E|:/ Ay ds] = :—2(9(16 —2) 4+ vo+e T (kT O — vo) + 26 — vp)).
0

With these explicit expressions for z‘/‘g and E[ fOT A ds], (5.6), which by the previous discussion
approximates the effect of correlation on option prices, becomes semi-explicit, depending on
the corresponding option valuation formula in the Black—Scholes model. If this value does not
admit an explicit expression, we can use Monte Carlo methods in order to compute it.

6. A numerical example

For a standard European call option, the expression H in (5.6) is given by

LH0.x,0) = — ( ﬁ)@ dl)
—H@O,x,0) = ———exp| ——= — ,
2 2027 T P 2 oT

J x—InK +rT n oNT

1 oJT 5

The effect of correlation on option prices using our approximation can then be obtained in
explicit form by substituting the corresponding expressions above into (5.6). The following
figures illustrate the accuracy of our approximation.

Figure 1 exemplifies the percentage error of approximation (5.7) relative to the option price
computed using a standard analytic Heston pricer for European calls, such as is available at
http://kluge.in-chemnitz.de/tools/pricer/. The model parameters have been chosen as k = 8§,
6 =0.04,v =0.1, r = 0.0953, ag = 0.0225, So = 100, T = 0.1, and K = 100. These
parameters satisfy the strong coefficient condition 2«6 > 3v? in Proposition 5.3. The figure
shows, in particular, that in percentage terms the larger part of the error is produced by replacing
E[BS(t, X;, ¥;) | #;]in Proposition 5.1 with BS(z, X;; ©%;") in Proposition 5.3, while the error

where
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FIGURE 1: Error of approximation from Proposition 5.3 as a function of p.
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error

Percenta,

FIGURE 2: Error of approximation from Proposition 5.3 as a function of 7 — 7.

contributed by our approximation of the correlation effect decreases to O as the correlation p
decreases to 0.

Figure 2 illuminates the dependence of the accuracy of our approximation on time to maturity
T —1t. Displayed is the percentage error of approximation (5.7) as a function of time to maturity.
The parameters in this figure are identical to the ones used for Figure 1. We observe convergence
for small times to maturity, and observe that the percentage error appears to flatten out for large
times to maturity. We note that the maximum percentage error found is around 0.065% and
obtained at around 7 — ¢ = 0.15.

Finally, Figure 3 is obtained from Figure 2 by changing the key parameters to « = 2,
6 = 0.015, and v = 0.2, which correspond to the situation 2k < v?, violating the strong
coefficient condition in Proposition 5.3. It can be observed that in this case the percentage error
is significantly higher, convergence for small times to maturity is still present, and, for large
times to maturity, the flattening is clearly slower. A study of the precise behavior for large times
to maturity is the subject of future research.
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FIGURE 3: Error of approximation from Proposition 5.3 as a function of T — ¢ with 2«6 < 3v2.

7. Conclusions

We have proved that under the usual coefficient condition 2«60 > v2, the Heston stochastic
volatility v; as well as its square root o; are Malliavin differentiable and we have given compact
formulae for their derivatives. Under stricter conditions on the coefficients we have shown that
the second Malliavin derivatives also exist. These two results are key results in so far as they
open the door for applications of Malliavin calculus in the framework of the Heston stochastic
volatility model. We have discussed an explicit application by deriving an approximate option
pricing formula for the Heston model, which is extremely accurate and easy to compute.
Furthermore, we derived analytic expressions which control the error of this approximation.
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